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THE TAXATION OF FRANCHISES IN CALIFORNIA 

THE supreme court of California has recently decided l that, 
under the provisions of the constitution of this state, the 
mere right to be a corporation is a taxable franchise. It has also 
sanctioned a method of determining the value of such a franchise, 
which makes it include any good will earned by the corporation. 
The mere right to be a corporation has often been taxed in Cali- 
fornia, since the adoption of the constitution of 1879, under that 
provision which defines taxable property so as to include fran- 
chises. The propriety of such a tax has always been questioned. 
But as such franchises have usually been assessed at a nominal 
sum, $150 to $1,000, or at approximately what it costs to acquire 
a charter, the matter has never been of sufficient importance to 
call for judicial action. The startling innovation introduced by 
this decision is that such franchises are placed strictly on a par, 
as to the method by which their value is to be ascertained, with the 
valuable special privileges granted to public service corporations 
and the like, with the practical result of including in the tax on 
the franchise a tax on the good will of corporations. 

The method of assessment, which the court has approved, is to 
deduct from the total market value of the stock and bonds together 
the predetermined value of all tangible property, the remainder 
thus obtained being considered the value of the franchise. 2 This 
method, which has had the repeated sanction of the courts in the 
case of valuable special privileges like the right to use the streets 
for street railroads, is in no sense obligatory. The courts reaffirm 

1 Bank of California v. City and County of San Francisco, 142 Cal. 276 
(February 18, 1904). 

2 The leading case is that of Spring Valley Water Works v. Schottler, 62 Cal. 
69. There are a number of other cases of the same general tenor, which are cited 
in the case of the Bank of California just referred to and which will be found listed 
in Plehn, General Property Tax in California, American Economic Association 
Studies, vol. ii, no. 3. The supreme court of the United States sustained the 
principles upon which these decisions were based in the Pacific Railroad cases, 127 
U. S. 1. The case of Horn Silver Mining Co. v. New York, 143 U. S. 305, is prob- 
ably the leading case for the taxation of franchises of this character and is largely 
relied upon to sustain the present decision. 
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the common rule that the valuation to be placed on property for 
the purposes of taxation is a matter entirely within the discretion 
of the assessor and the boards of equalization and is not subject 
to review by the courts except in the case of fraud. California 
has an almost typical general property tax law. All property is 
supposed to be taxable ; the assessment is made by locally elected 
assessors in each county ; equalization between individuals is made 
by the county boards of supervisors, between counties by the state 
board of equalization. 

A brief summary of the case of the Bank of California will serve 
to make the situation clear and pave the way for an intelligent 
discussion of the principles involved. In the year 1900 the as- 
sessor for the city and county of San Francisco found that the 
Bank of California was possessed of land, improvements and per- 
sonal property in the nature of money, notes and securities to the 
value of $5,156,905.08. Of this a portion valued at $2,311,774 
was assessable for purposes of taxation, while the remaining por- 
tion, valued at $2,845,131.08, consisted of bonds and stocks of 
California corporations, not taxable under the laws of California, 
and of property not assessable in San Francisco, presumably be- 
cause located elsewhere. The assessor found furthermore that 
the market value of the shares of capital stock issued by the bank 
was $8,100,000, and he decided that the difference between the 
aggregate market value of the stock ($8,100,000) and the value of 
all the enumerated property ($5,156,905.08) or $2,943,096.92 was 
the value of the franchise. This franchise he then valued for the 
purposes of assessment and taxation at the sum of $75o,ooo. 1 The 

1 In explanation of the assessor's reason for putting a valuation of only $750,006 
on property, namely the franchise, said to be worth nearly $3,000,000, it should be 
stated that although the law requires the assessment of all property at its full cash 
value, full cash value is supposed to mean practically value at forced sale, and the 
practice has grown up of taking from 40 per cent to 100 per cent of the known 
market values as the assessed value. The percentage chosen depends upon the 
character of the property. Money, credits, mortgages and the like are assessed at 
their face value, but a stock of groceries at about 40 per cent of inventory values, 
land at about 70 per cent of what is considered a fair market value and improve- 
ments at about 30 per cent of cost of replacement. The general average aimed 
at is about two-thirds of the value. Hence in arriving at the value of the franchise 
of the Bank of California the assessor presumably took two-thirds of $8,000,000 
as the total assessment to be made; deducted from that the $5,000,000 of tangible 
property and called the remainder approximately the value of the franchise. This 
is a rough method of giving the bank the benefit of the prevailing under-asse 
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case was carried into court by the bank and the assessment sus- 
tained. The decision was not unanimous ; two out of the six jus- 
tices dissented, mainly on the ground that the mere right to be a 
corporation is not a valuable franchise, or at most not worth more 
than it costs to obtain the articles of incorporation. 

The courts have from first to last given themselves a great deal 
of trouble over the definition of a franchise and especially of a 
valuable franchise. For the most part these definitions involve 
legal subtleties of very little practical use to economists. The 
constitution of California requires that all property shall be as- 
sessed for purposes of taxation in proportion to its value. The 
mere right to be a corporation, if a valuable franchise, as it un- 
doubtedly is, should be assessed in proportion to its value. Inas- 
much as any five or more persons can obtain such a franchise in 
California for very moderate fees, it would seem that the value 
was fixed by the amount of those fees. The franchise when 
obtained is not vendible, hence it has no market value ; it confers 
no monopoly, for the state stands ready to create as many more 
like it as may be desired, hence it has no monopoly value; and the 
sole remaining method of ascertaining its value is to inquire the 
cost of replacement. In this respect it is analogous to a deed, 
which may be regarded as having a cost value apart from the 
property to which it applies. The franchise of the Bank of Cali- 
fornia could probably be replaced for less than $5,000, including 
all attorneys' fees and contingent expenses. The assessment of 
$750,000 upon that franchise is therefore either very excessive or 
includes something besides the franchise. To an economist it 
seems to include the good will earned by the corporation in the 
course of its existence. The reason why the stock of the bank 
was worth some $3,000,000 more than all its tangible property is 
not to be found in the mere fact that the bank is organized as a 
corporation. Those millions represent the value of the high repu- 
tation, excellent business connections, age and dignity of the bank. 
If it surrendered its charter and reorganized as a copartnership, 
with the same officers and the present stockholders as partners, its 
good will would still stand as an asset worth $3,000,000 and its 
earnings would be as great as ever. 

If the good will of a corporation can be assessed for purposes of 
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taxation under the guise of a tax on its franchise, the good will of 
firms and individuals should also be assessed. Otherwise obvious 
discrimination will arise. But good will as such has not been 
deemed taxable property in California and to round out the system 
will probably require legislative action. Clearly then this decision 
represents a new departure in taxation, a new effort to bring in- 
tangible personal property under contribution for the support of 
government. It will be profitable, therefore, to record the events 
which led to this new departure, to review the history of franchise 
taxation in California in the past and to discuss the economic 
effect of the taxation of good will. 

The movement which culminated in the assessment of the fran- 
chise of the Bank of California dates back to a suggestion made 
by the state board of equalization in 1890. to the effect that money 
on deposit with the banks was largely escaping taxation. 1 Under 
the law of California deposits in banks are taxable to the depos- 
itors, who are supposed to make return thereof to the assessor. 
This the depositors regularly fail to do, and consequently this 
property escapes taxation. The banks are taxable on their real 
estate and their "solvent credits," that is, their loans, from which 
they are allowed to deduct all money due to taxpayers in Cali- 
fornia, that is their deposits. That leaves the banks taxable on 
an amount approximately equal to their paid up capital and their 
surplus. The banks are not required to report to the assessor the 
state of private accounts, so practically all bank deposits evade 
taxation. 

The assessors are constantly reproached for their failure to find 
and assess personal property, which is now only about 15 per cent 
of the total tax roll, although in the sixties it ran as high as 40 and 
even 50 per cent. Consequently they find a certain political ad- 
vantage in casting about for new forms of personal property which 
can be easily reached and the taxation of which may be popular. 
Their endeavors in this direction have for the most part taken the 
form of a severer treatment of public service corporations and their 
franchises and of greater severity toward the banks. In 1896 they 
persuaded the bank commissioners to call for special statements 

1 See Plehn, op. cit., p. 154- 
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from the banks at the close of business on the Saturday preceding 
tax day, which is the first Monday in March. These statements 
have been called for each year since then. As these statements 
are published and take the form of a report by each bank to all 
the other banks of its condition at that time, they are not likely to 
be unfavorably drawn; and as the declarations made to the assess- 
ors a few hours later can be compared with these statements the 
former serve as a check on the latter. The immediate result was 
a marked improvement in the assessment of banks. The banks 
naturally did not look upon this severity with complacency. They 
protested that they should not be punished for the sins of their 
depositors, yet declared vigorously that they must protect their 
depositors. On account of the prevalent use of gold in common 
circulation in California and the almost complete absence of paper 
money in the hands of the people, there has been little induce- 
ment for the banks in this state to enter the national banking 
system, and many large banks were content with state charters. 
Almost immediately after the increase in the taxation of the banks 
in 1896, there began an exodus from the ranks of the state banks 
into the national banking system. There for a time the banks 
enjoyed considerable immunity from taxation, owing to certain 
defects in the law. These defects have since been remedied, 
bringing the California law on this point into accord with the 
system for taxing national banks which is approved in the federal 
statutes and has the sanction of the federal supreme court. The 
amendment by which this was accomplished was passed in 1899. 
The tendency to migrate into the national banking system then 
ceased. 

The assessment of the good will of the banks under the guise of 
an assessment of the franchise is the culmination of the move- 
ment above outlined. It is the last step thus far taken in the 
effort of the assessors to reach, somehow or other, that obvious 
but illusive wealth recorded on the books of the banks but not 
taxable to the banks. There was probably no thought at first of 
extending the same principle to other corporations, but that fol- 
lows so logically from the decision that this year all corporations 
whose stocks are quoted in the market will presumably be as- 
sessed for a franchise irrespective of whether they own any special 
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privileges or not. 1 This leads us therefore directly to the history 
of franchise taxation in California. 

The first constitution of California, that of 1849, contained only 
the simple proviso that: "Taxation shall be equal and uniform 
throughout the state. All property in the state shall be taxed in 
proportion to its value to be ascertained as directed by law." 
The law from that time on, including the political code adopted in 
1872 (a part of the general codification to which all subsequent 
legislation takes the form of amendments), provided simply that 
corporations should be taxed as nearly as possible in the same 
manner as individuals or firms. The taxation of franchises did 
not become a distinct question until after the adoption of the con- 
stitution of 1879. This constitution defined property "to include 
moneys, credits, bonds, stocks, dues, franchises and all other 
matters and things, real, personal and mixed, capable of private 
ownership." The legislature after a vain attempt, during one 
year, to tax shares of stock in the hands of their owners, repealed 
that part of the statutes which referred to the taxation of corpo- 
rations and introduced in its place the following academic decla- 
ration of what it wished the law to be: 

Shares of stock in corporations possess no intrinsic value over and 
above the actual value of the property of the corporation which they 
stand for and represent; and the assessment and taxation of such shares, 
and also all corporate property, would be double taxation. Therefore, 
all property belonging to corporations shall be assessed and taxed, but 
no assessment shall be made of shares of stock, nor shall any holder 
thereof be taxed therefor. 2 

This passed the scrutiny of the court; and since then corporations 
have been taxed upon all their property, including their franchises, 
and the holders of shares of stock have been exempt. 

The early assessments were upon valuable franchises of the 
nature of special privileges possessed by gas companies, water 
companies and other public service corporations. These assess- 

1 The reader will observe that there is another gap in the tax law here; corpora- 
tions whose stocks are not on the market cannot be reached by the method ap- 
proved by the courts. 

2 Section 3608 of the Political Code as amended in 1881. 
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merits were promptly called into court; and in the series of decis- 
ions above cited it was held that such franchises were taxable and 
that a proper method of ascertaining their value was to deduct 
from the market value of the stocks and bonds the value of all 
tangible property owned by the corporation. These decisions 
still hold, in spite of the fact that an amendment to the constitu- 
tion adopted in 1884 makes the right to use the streets for gas and 
water pipes a common, not a special, privilege. This method of 
assessment obviously results in a valuation which includes good 
will as well as the value of the special privileges enjoyed. The 
question whether the mere right to be a corporation was a taxable 
franchise was not involved in the earlier cases, but so far as the 
argument touches that point it seems to confirm the views expressed 
in the later decision. However, nobody at that time supposed 
that the framers of the constitution meant to include good will 
under the term franchise, and in practice it was not included. 

The question at issue is one of constitutional interpretation. 
If we apply the test of usage and endeavor to ascertain the mean- 
ing attached to the term by the framers of the constitution, we 
find that the evidence throws some doubt upon the propriety of 
this recent decision. There are hundreds upon hundreds of in- 
stances in which the statutes of California apply the term fran- 
chise to special privileges, such as the right to run ferries, toll 
bridges, toll roads, railroads, etc., to distribute gas, water, electric 
power, etc., while there are only three, according to the best in- 
dex, in which the term is applied strictly to a corporate franchise, 
and in none of these cases is such a franchise spoken of as a valu- 
able right. When used elsewhere in the constitution itself the 
term clearly means a valuable special privilege. In the debates 
in the constitutional convention on the adoption of the article on 
taxation, most of the attention of the delegates was directed to 
the taxation of mortgages. Very little that is intelligible was said 
upon the taxation of franchises. Yet the term was introduced in 
the place it now holds in the very earliest report of the committee 
in charge of that section. The phraseology then ran: "all prop- 
erty, including franchises, capital stock of corporations and joint 
stock companies and solvent debts." The intention was, at that 
time, to establish the practice of taxing shares of stock, but to 
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collect the tax from the corporations, not from the owners — a 
scheme early abandoned in the progress of the discussion. It is 
clear that the committee did not consider that franchises were in- 
cluded under the value of the capital stock — a position which they 
must have taken if they had classed among franchises the mere 
right to be a corporation. Where such a vague term is used by 
a convention or a legislative body, some concrete example is gen- 
erally in the minds of those using it. From the debate it appears 
that the term called up in the minds of many of the delegates to 
the convention two specific instances. One of these was the fran- 
chise of the Spring Valley Water Works, the corporation which 
supplies San Francisco with water, the other was the ferry privi- 
leges of the railroad companies across the bay of San Francisco. 
The only delegates who saw anything less concrete in it were the 
representatives of the mining interests, who feared that it con- 
cealed an attempt to tax them twice: once in the county where 
they were located, on their mines, and again in San Francisco, 
where for speculative reasons they maintained offices, on their 
capitalization. The following is the only really lucid statement 
made in the course of the debates as to the meaning of this now 
vexed term: 

As to this question of franchises, gentlemen don't seem to discriminate 
between a franchise that is worth something and one that is worth 
nothing. We do not propose to tax a franchise at any particular amount, 
but to tax each franchise in proportion to its value. There are many 
corporations whose franchises are worth nothing. There are others 
whose franchises are worth ten times the amount of property they own. 
Take a bridge company; the value of the franchise bears no proportion 
to the price of the bridge. Take a ferry; the same way. Take the case 
of a company with a franchise to lay down city gas, with the exclusive 
privilege; the value of the property bears no proportion to the value of 
that exclusive privilege. Take street railroads; what proportion do the 
cars, the old horses and track bear to the value of the franchise and the 
privilege of collecting tolls? They have the exclusive right to lay 
down tracks in certain streets. Now, they should all be taxed. 1 

1 Speech of David S. Terry, at p. 837 of Debates and Proceedings of the Con- 
stitutional Convention of the State of California held at Sacramento in 1878; 
published by the State, 1881. 
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In general a reading of the debates leaves the impression that it 
was the intention of the framers of the constitution to point out 
the necessity of taxing "franchises of great value," as one delegate 
called them. They did not have in mind under that heading 
the mere right to be a corporation. It is possible that the framers 
of the constitution and those who ratified it may have intended to 
include good will under the comprehensive phrase "all other 
matters and things, real, personal and mixed, capable of private 
ownership." If so the intention was never put into practice and 
was late in being discovered. But they certainly did not mean 
by the use of the term franchise to single out the good will of 
corporations alone for special taxation. 

The decision of the court in the Bank of California case seems 
to have been dictated by a feeling that sound public policy de- 
mands the taxation of all property and that to exempt from taxa- 
tion the good will of corporations, even though the good will of 
firms and individuals is not taxed, would set a dangerous pre- 
cedent. It seems to have been felt that the discrimination resulting 
could be more easily remedied by extending the taxation to the 
good will of firms and individuals than by exempting corpora- 
tions. We are thus led to a consideration of the general question 
of public policy involved in the taxation of good will. 

It is probable that the legal theory of the general property tax 
logically calls for the assessment of good will as property and at a 
valuation as capital. If it does so, this is only one of the many 
instances in which the theory of the general property tax is at 
fault. The value of good will is indeterminate and uncertain. 
A fair assessment of so intangible an item of personal property as 
good will is an unattainable ideal. Any attempt to tax it upon a 
valuation, as if it were capital, opens a wide door to official cor- 
ruption and even with the best of intentions on the part of officials 
results in inequalities and injustice. Such an attempt introduces 
a large element of uncertainty into the tax system and sins against 
the canon of certainty. It works moreover a decided injustice, 
for the tax on good will is a burden on the taxpayer, while a tax 
on property, like real estate, has long since been capitalized and 
has ceased to be a burden on present taxpayers. 

If this be the true legal theory, it runs counter to the popular 
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theory upon which the property tax rests. The tenacity with 
which the American people hold to the property tax, with all its 
admitted faults, is partly the result of inheritance and partly 
the result of prejudice. But the prejudice has its roots in eco- 
nomic facts. The popular theory is inconsistent with the legal 
theory in that the former demands the taxation of durable, com- 
paratively fixed or permanent property, of that property which 
does not frequently change hands and whose value is compara- 
tively stable, while the latter demands inexorably the taxation of 
all property. There is the strongest popular prejudice against 
the taxation of that which is earned by the sweat of one's brow or 
that which is the result of personal qualities. This is the preju- 
dice which has rendered every attempt to introduce an income tax 
a failure. 

The theory of the property tax as conceived by the majority of 
the people is objective and involves no personal or subjective con- 
siderations. They hold that "property should be taxed," al- 
though they may occasionally say that "every citizen should be 
taxed in proportion to his property." Every attempt to inter- 
mingle personal or subjective ideas in this real or objective system 
of taxation is foredoomed to failure because it runs counter to this 
deep-seated prejudice. It is on this account that the attempts to 
grant an abatement for debt fail, as well as because the two sys- 
tems will not intermingle. Wherever the property tax maintains 
its supremacy, it is the property under the jurisdiction of the state 
that contributes to the support of the government, not the citizens 
who compose the state. This is true in spite of the fact that the 
only source of public revenue is the industry of the people. The 
government becomes to the extent of the annual taxes a part 
owner in the property taxed, and although it permits the citizen 
to handle for a time its share of the revenue the property yields, 
yet it permits him to remain in the enjoyment of his property only 
on the condition that he shall at the proper time render up the 
dues of the state on its portion or interest in the property. The 
government has foregone its claim to personal services of the citi- 
zens except in time of war, for jury duty and for purposes of 
electing officers. The latter duty, by a strange confusion of ideas, 
has come to be regarded as a right or privilege, a franchise, the 
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propriety of taxing which was actually discussed in the case which 
has been made the text of this article. But the state continues its 
claim on property and the taxes thereon are practically quit-rents. 
The capitalization theory of taxation is well known. Taxes on 
durable property or property which is of relatively fixed value are 
capitalized, and an amount equal to such capitalized value is de- 
ducted from the current value at which such property changes 
hands. These taxes cease to be to any considerable extent a 
burden on the present owners. The citizen has become accus- 
tomed to this silent partner in his property, the state ; but he is 
not accustomed to making any personal sacrifice for the support 
of government. Most of the forms of intangible personal property 
which are escaping taxation, in spite of the vigorous efforts of the 
courts to sustain the theory that all that can by any possibility be 
construed as property should be taxed, are of such a character that 
their taxation would involve a distinct personal burden on the tax- 
payer. This is distinctly the case with good will. It is not dura- 
ble; it is mainly an attribute of a person or a group of persons ; 
and it is something in which it is hard to conceive of the state as 
a partner. 

Certainty, expediency and economy should play a far larger 
part in the determination of our tax system than the futile attempt 
to apply a rigidly logical interpretation of a theory which runs 
counter to strong social forces and prejudices and which works 
injustice where justice is sought. 

Carl C. Plehn. 

University of California. 



